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F O R E W O R D 
THE 1942 ANNUAL REPORT of the committee on terminology deals 
with "depreciation" and is presented herewith. The committee 
on accounting procedure has authorized publication of this report as 
an accounting research bulletin, but it should not be regarded as a 
formal pronouncement of that committee. The research department 
and the committee on terminology will welcome suggestions and 
comments on the contents of this report from members of the Institute 
and others. 
R E P O R T O F T H E C O M M I T T E E O N T E R M I N O L O G Y 
A N N U A L R E P O R T , 1 9 4 2 
Pursuing its policy of discussing terms used in accounting in spe-
cialized senses, the committee on terminology in this report considers 
the word "depreciation." 
It must be admitted that the use of the term in accounting is un-
satisfactory, since it is applied in its normal sense to some assets, such 
as marketable securities, and in a specialized sense to others, such as 
fixed-capital assets. Moreover, the specialized sense differs not only 
from the colloquial sense but also from the sense in which the term is 
used in engineering, and is far removed from the root-meaning of the 
word itself. Therefore, if reluctance to accept temporary inconven-
ience in order to achieve permanent clarification stands in the way of 
the substitution of a more descriptive term, it may be said that the 
profession at least owes it to the public to define with reasonable pre-
cision and clarity the meaning of the word when used as a term of art 
in accounting. 
T o THE COUNCIL OF THE 
AMERICAN INSTITUTE OF ACCOUNTANTS: 
GENTLEMEN: 
D E P R E C I A T I O N 
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This seems the more desirable in that the concept of depreciation, 
which in recent years has won increasing acceptance from the courts 
and commissions, is essentially the concept which has long been up-
held by the accounting profession, often against strong opposition. 
Today all accountants and many laymen know in a general way what 
depreciation means in accounting for fixed assets, but there is no au-
thoritative pronouncement from which the public can ascertain what 
is implied when an accountant says that, in his opinion, "a reasonable 
allowance for depreciation has been made." 
The committee does not submit such a definition but offers sugges-
tions as to the form which it might take and invites comments and 
criticisms from members of the Institute and others interested. 
Published Definitions 
As a preliminary it may be helpful to cite a number of recent Ameri-
can definitions. The following have been selected, and are given here 
rather than in an appendix because they will serve to illustrate the 
points which will arise in the later discussion. A single English defini-
tion has been added: 
1. Webster's New International Dictionary (1940): 
"Depreciation charge: (Accounting). An annual charge to cover 
depreciation and obsolescence, usually in the form of a percentage, 
fixed in advance, of the cost of the property depreciated." [The 
rest of the definition deals with methods.] 
2. United States Supreme Court, in Lindheimer v. Illinois Bell Tele-
phone Company, 292 U. S. 151 (1934): 
"Broadly speaking, depreciation is the loss, not restored by current 
maintenance, which is due to all the factors causing the ultimate 
retirement of the property. These factors embrace wear and tear, 
decay, inadequacy and obsolescence. Annual depreciation is the 
loss which takes place in a year." 
3. National Association of Railroad and Utilities Commissioners, 
Report of Special Committee on Depreciation, "Depreciation Principles 
and Methods" (1938), pp. 8-10: 
". . . depreciation, as applied to depreciable utility plant, means 
the loss in service value not restored by current maintenance, 
incurred in connection with the consumption or prospective re-
tirement of utility plant in the course of service from causes which 
are known to be in current operation and against which the utility 
is not protected by insurance. Among the causes to be given con-
sideration are wear and tear, decay, action of the elements, inade-
quacy, obsolescence, changes in the art, changes in demand and 
requirements of public authorities, and, in some cases, the exhaus-
tion of natural resources." 
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Service value in turn is defined as "the difference between the 
original cost and the net salvage value of utility plant . . ." 
4. U. S. Treasury Department, Bureau of Internal Revenue. Regula-
tions 103, Income Tax, Internal Revenue Code (1940): 
"Sec. 19.23 (1)—1. Depreciation: A reasonable allowance for 
the exhaustion, wear and tear, and obsolescence of property used 
in the trade or business may be deducted from gross income. For 
convenience such an allowance will usually be referred to as de-
preciation, excluding from the term any idea of a mere reduction 
in market value not resulting from exhaustion, wear and tear, 
or obsolescence. The proper allowance for such depreciation of any 
property used in the trade or business is that amount which should 
be set aside for the taxable year in accordance with a reasonably 
consistent plan (not necessarily at a uniform rate) whereby the 
aggregate of the amounts so set aside, plus the salvage value, will, 
at the end of the useful life of the property in the business, equal 
the cost or other basis of the property determined in accordance 
with section 113. Due regard must also be given to expenditures 
for current upkeep." 
5. Robert H. Montgomery, Auditing Theory and Practice (1940), page 
477: 
"To accountants fixed assets represent an investment in physical 
property, the cost of which, less salvage, must be charged to opera-
tions over the period of the useful life of such property. Hence, 
fixed assets are really in the nature of special deferred charges of 
relatively long service life, the absorption of which is called by the 
distinctive name 'depreciation.' " 
6. W. A. Paton, Essentials of Accounting (1938), page 530: 
" 'Depreciation' has come to be used particularly to designate the 
expiration of the cost or value of buildings and equipment in the 
course of business operation. . . ." 
7. Dawson's Accountants Compendium, London (1930), page 174: 
"Depreciation: The term is used in accountancy to represent the 
shrinkage in cost price or value of any particular property, build-
ings, machinery, plant, etc., (1) arising from wear, tear, and 
breakages as a consequence of its employment in trading or for 
manufacturing purposes; (2) by mere effluxion of time; (3) by 
becoming unsuitable for the required purpose whether from obso-
lescence or otherwise; or (4) from any other cause." 
Collectively, these definitions clearly show that in accounting for 
tangible fixed assets, depreciation is used in a specialized sense and not 
to describe downward changes of value regardless of their causes. This 
fact is sometimes obscured by the use of the word "value" in defini-
tions; upon this point reference may be made to the discussion of the 
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accounting uses of the word "value" at pages 75-76 of Accounting 
Research Bulletin No. 9. 
These definitions treat depreciation, broadly speaking, as a money 
cost or loss due to exhaustion of usefulness. The term is sometimes used 
to describe the exhaustion itself; however, it seems desirable to em-
phasize the money-cost or loss concept as the primary if not the sole 
accounting meaning of the term. "Depreciation" corresponds to 
"wages" rather than to "labor." 
Some if not all of the definitions also recognize that the whole cost 
of exhaustion of usefulness is not included within the term "deprecia-
tion." However, there is not complete unanimity as to what should be 
excluded. 
Exhaustion is constantly being restored in part as well as retarded 
by current maintenance, and it is generally recognized that in defining 
depreciation there must be an exclusion from the costs or losses from 
exhaustion in respect of costs chargeable to maintenance. Immedi-
ately, a question arises whether the exclusion should be the cost of 
exhaustion which is, in fact, restored by current maintenance, or the 
cost of the exhaustion which would be restored by adherence to an 
established standard of maintenance. The definitions of the Supreme 
Court and the National Association of Railroad and Utilities Com-
missioners accept the former alternative, and the Treasury definition, 
while not explicit, is apparently similar in intent. However, deprecia-
tion schemes are normally formulated on the basis of assuming a stand-
ard of maintenance, and charges thereunder are not as a rule varied 
as maintenance rises or falls. 
It is probably correct to say that if in a single period maintenance 
is either materially above or materially below the standard assumed in 
formulating the depreciation scheme, the excess or deficiency should 
be treated in accounting as outside the scope of depreciation, but that 
a change of maintenance policy or of a classification of maintenance 
charges would call for the reconsideration of the depreciation scheme. 
Causes of Exhaustion 
Exhaustion of usefulness may result from causes of materially differ-
ent character, some physical, others functional and others possibly 
financial, some operating gradually, others suddenly. The Supreme 
Court's definition of depreciation includes the words "all the factors 
causing the ultimate retirement of the property." It, however, lists 
these factors and those mentioned are all gradual in operation. The 
Treasury's list of factors is similarly restricted. The NARUC definition 
is in terms more comprehensive but introduces a new exception. It 
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includes "causes which are known to be in current operation and 
against which the utility is not protected by insurance." 
Turning to consideration of the causes specifically enumerated in 
these three definitions—wear and tear, decay, inadequacy, and ob-
solescence are included in all three, though the Treasury speaks only 
of "obsolescence due to the normal progress of the art." The Supreme 
Court and the Treasury recognize no other causes, but the NARUC 
adds "action of the elements," "changes in the art," "changes in 
demand," and "requirements of public authorities." 
Action of the elements may be either gradual or sudden, and the 
NARUC definition, by including losses from premature retirements 
due to storms, fires and floods if not covered by insurance, seems 
clearly to extend the concept of depreciation from one of a long-term 
deferred charge (see definition 5) to something more in the nature of 
self-insurance. Such an extension of the scope of depreciation would 
seem to be more justifiable if the term is considered in relation to a 
group of properties collectively than if it is applied to relatively small 
separate units of property. In respect of a group of units as an aggre-
gate, the losses from such causes over a period of years may be reason-
ably foreseeable, while in the case of single units they are not. How-
ever, the inclusion under depreciation of losses due to sudden and 
violent action of the elements may be questioned especially by those 
who oppose attempts to smooth out reported profits artificially. 
"Changes in the art" may be regarded as one cause of obsolescence, 
and the inclusion of these words in the definition as a redundancy. 
"Changes in demand" is more inclusive than "inadequacy." It would 
presumably cover the losses due to superfluity of capacity, which 
seems likely to become of even greater importance than inadequacy in 
the post-war period. "Requirements of public authorities" may per-
haps be regarded as an inclusion deemed particularly applicable to 
utilities and not necessarily relevant to private industrial operations. 
In industrial accounting, depreciation conforms more closely to the 
definitions of the Supreme Court and the Treasury than to that of the 
NARUC. The costs or losses in this field which provisions are designed 
to cover are generally limited to those which are not restorable by 
current maintenance and are (a) gradual in their nature, (b) due to 
physical or functional causes, and (c) reasonably foreseeable. 
Exhaustion of Useful Life—Unprovability 
Whether the meaning of the term is broad enough or should be 
broadened so as to include losses due to causes of a financial character 
is a question of present importance. Certainly the probabilities as to 
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post-war earning capacity should be taken into account in determining 
what should be deducted from sales or revenues in respect of war 
plants in determining profits during the war period as well as in fixing 
the value of the plants when the war is ended. It may be questioned, 
however, whether the term "depreciation" would be interpreted so as 
to include this element in the absence of clear language in the gov-
erning law or contract. 
The question whether depreciation as an accounting term should in 
normal times be so interpreted as to include a decline in profitability 
to a subnormal standard such as has occurred in relation to much 
railroad property is one of great theoretical interest and does not seem 
to have been adequately discussed. Some accounting authorities hold 
that property which has become worthless should have been written 
off against gross revenue at or before the time when it became worth-
less. Furthermore, it is being increasingly emphasized that worth, 
apart from salvage value, depends mainly on future earning capacity. 
Since the object of an enterprise is to make profits, it may be argued 
that it is illogical and erroneous to write off property which is still 
earning profits, though of an obsolete type, but not to write off prop-
erty that though up-to-date in type is not earning profit and is not 
likely to do so. However, if this kind of loss is to be provided for it 
should perhaps be under some other head than depreciation. 
Accounting and Engineering Usages 
The point is interesting because of its bearing on the relation be-
tween accounting and engineering concepts of depreciation. It is quite 
clear that the two professions use the word in materially different 
senses, though in neither case have the senses been clearly defined. In 
the engineering field, for instance, observed depreciation and depre-
ciation computed on the basis 'of comparison with the most efficient 
substitute differ as much from one another as from the accounting 
concept. 
The broad distinction between the senses in which the word is used 
in the two professions is, no doubt, that the accounting concept is one 
of systematic amortization of cost (or other initial basis) over the period 
of useful life, while the engineering approach is one of valuation. It is 
perhaps true to say that the accounting use of the term is not greatly 
concerned with the extent of the usefulness from time to time so long 
as usefulness continues, while the extent is a major factor in engineer-
ing concepts of depreciation. 
Whether it is correct to say, as the NARUC definition suggests, that 
the accounting use contemplates something in the nature of a self-
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insurance premium for future accidental losses may be an arguable 
question. 
Accountants have long recognized that the word is ill-adapted to 
the use made of it in accounting for fixed assets and have sought to 
bring about the use of more descriptive language. This was done, for 
instance, in the framing of the income-tax laws of 1916 and 1918. In 
1916, the word "depreciation" which had appeared in the 1909 and 
1913 Acts was discarded and there was substituted a phrase, which, 
with an addition to provide explicitly for the inclusion of obsolescence, 
became in 1918 and has since remained "a reasonable allowance for 
the exhaustion, wear and tear of property used in the trade or busi-
ness, including a reasonable allowance for obsolesence."1 However 
Treasury Regulations still speak of the allowance "for convenience" 
as one of depreciation. Possibly the effort at clarification might have 
been more successful if the deduction had been defined as being for the 
"amortization of the cost or other tax basis of property used in the 
trade or business over its useful life, estimated with due regard for 
obsolescence." It might now be well for the Institute to put forward a 
definition of depreciation framed in some such terms and accom-
panied by a statement that the word is a term of art in the profession 
with a sense differing materially from both colloquial and engineering 
usages. 
Depreciation—A Loss or a Cost 
The terms "loss" and "cost" have different significances in account-
ing, and "depreciation" as now conceived would seem to be a cost 
rather than a loss (see definition 6). Yet the NARUC, though in its 
report it speaks of depreciation as a cost of operation (page 8) uses the 
word "loss" in its definition. By so doing and by use of the expression 
"service value" it tends to obscure the fact that depreciation is not a 
valuation figure, though elsewhere in its report it emphasizes this fact. 
Similar criticisms apply to other definitions that have been published. 
Allocation 
If it is agreed that depreciation is a cost, to be allocated to a number 
of accounting periods, the question remains upon what principle is the 
allocation to be made? Here, the line between definition and account-
ing procedure is approached. 
The various methods of computing depreciation in use obviously 
rest on materially different basic assumptions. The fact that methods 
are employed which produce as widely different allocations as (a) the 
1 See The Journal of Accountancy, Vol. XLIX (March, 1930), page 165. 
141 
Accounting Research Bulletins 
diminishing balance method; (b) the sinking-fund method; and (c) a 
unit-cost method, emphasizes the truth that the allocation bears no 
close relation to changes in value and does not attempt to measure the 
exhaustion which actually takes place within a given period—an 
important truth that is not always fully understood. All that the vari-
ous methods have in common (which is all that could be embodied in 
a definition) is that they are designed to distribute the estimated total 
depreciation incurred or to be incurred during the useful life of a unit 
or group of units over that life in a systematic and equitable manner. 
Depreciation and Replacement 
It may be desirable to point out that depreciation is only indirectly 
related to replacement. It contemplates the amortization of the cost of 
existing property—not anticipation of the cost of replacing it as a re-
placement reserve might do. Whatever may be the merits of these two 
approaches to the determination of the proper charges to operations in 
respect of property which has a limited life and must be replaced if 
operations are to continue, it must be recognized that they differ. In 
one case changes in price levels are reflected in the new capital-asset 
account; in the other, they are reflected in operating charges. 
Expiration 
As some of the definitions above quoted indicate, such terms as 
"expired cost" and "expired outlay" are sometimes employed in de-
fining depreciation. These terms seem inapt and likely to confuse. 
Costs and outlays do not expire though the benefits which they pro-
duce do, and expiration is a sudden event whereas gradualness is the 
essential quality of depreciation. 
CONCLUSION 
The sort of definitions to which the considerations herein set forth 
seem to lead would be somewhat as follows: 
Depreciation is used as a term of art in accounting to describe 
a cost to an accounting unit inherent in the use of instruments of 
production, such as buildings, machinery, etc. It includes gener-
ally so much of the cost arising from the gradual exhaustion of 
physical or functional usefulness of such property as is reasonably 
foreseeable and is not restorable through current maintenance. 
It includes the cost of exhaustion due to wear and tear, decay, 
obsolescence, inadequacy, and superfluity (and possibly require-
ments of public authorities). It may also include exhaustion due 
to violent action of the elements, or to accidents which cause 
1 4 2 
Report of the Committee on Terminology 
premature retirement, where it is applied to groups of units large 
enough to make such losses over a period of years reasonably 
foreseeable. It does not include losses which may result from un-
foreseeable or abnormal causes. 
The term may be used to describe either an accumulated cost 
or the cost allocated to an accounting period in accordance with 
accepted accounting procedures. Variations in methods of alloca-
tion are permitted by good accounting practice but any method 
to be acceptable must provide for the distribution of the estimated 
total depreciation cost during the useful life of the property to 
which the amount relates, over accounting periods in a systematic 
and equitable manner. 
Depreciation is always closely related to a maintenance policy 
that is assumed to be in force in respect of the property to which 
it relates. It may also be affected by the policies pursued in re-
spect of insurance, where it is so applied to cover Josses against 
which insurance is or might be carried. 
Respectfully submitted, 
GEORGE O . M A Y , Chairman 
WILLIAM D . CRANSTOUN 
W A L T E R A . STAUB 
September 28, 1942 
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